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Income Tax Problems of Fiduciaries and Beneficiaries
B Y LAURENCE 0 . EAMES
PRINCIPAL, CHICAGO OFFICE
Presented at a technical session of the Illinois Society of
Certified Public

Accountants,

Chicago — December

1956

INTRODUCTION
As there are many types of trusts, I should first define the particular type of trust I propose to discuss.
We will exclude from consideration:
Associations taxable as a corporation,
Investment trusts,
Liquidating trusts and
Tax-exempt trusts, such as
charitable trusts or foundations,
and employee-pension and profitsharing trusts.
This definition is not intended to limit the questions which may
be asked later but merely to limit the subject to be covered in the a l lotted time.
Specifically, we are considering a trust created by will or by a
grantor where the trustees take title to and protect and conserve the
corpus; the grantor is not a beneficiary and the beneficiaries do no
more than accept the benefits of the trust.
The trust is a separate taxable entity and its entire income must
be reported on a return filed by the trustee. A trust or estate is subject
to the same normal tax and surtax as an individual taxpayer — that is, a
single taxpayer who is not the head of a household.
CONDUIT RULE
Unlike an individual, however, the trust is allowed a deduction for
that part of its gross income which is distributable to the beneficiaries
or which is properly paid or credited to the beneficiaries. The income
which is allocated to a beneficiary retains the same character in the
hands of the beneficiary as it had under the trust. This principle of r e tention of character of income considers the trust to be a mere funnel
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or conduit through which the income passes. Thus the trust is taxed on
the portion of the income accumulated but not allocated or disbursed
and the beneficiaries are taxed on the income currently distributable.
TERMS APPLICABLE UNDER 1954 CODE
Simple trusts are required to distribute all income currently and
are permitted no deduction for charitable contributions. Their status
is not affected by nondistribution of capital gains where this is authorized in the trust instrument or by local law.
Complex trusts comprise all trusts except "simple trusts." Generally the rules which apply to complex trusts apply also to estates.
For both types of trusts the deduction for distribution is determined by reference to distributable net income.
Now that we have an understanding of the type of trusts we are
talking about and have the ground rules for their operation, let us get
down to the fine points. But before we do, I would like to draw your attention to a very interesting situation. The House Ways and Means
Committee started hearings about two weeks ago on the unintended advantages and hardships under the tax laws; loopholes, if you please.
It is interesting to note that the Committee included only one subject
relating to estates, trusts, and beneficiaries, and that was the creation
of multiple trusts to avoid the effect of high surtax brackets. It may be
possible to infer that there are not hardships and that all other unintended advantages were really intended. But I disagree and I will give
you the reasons.
First, let us take the law and some of the things that are wrong
with it.
POSSIBLE INEQUITIES
The law provides for the disallowance of "double deductions."
That is, any expenditure which is allowed as a deduction for estate-tax
purposes is not allowed as a deduction to the fiduciary in determining
income taxes. For example, let us suppose an accrual-basis taxpayer
has incurred certain state income taxes prior to his death and the
estate pays the state income tax. The estate can then deduct the tax
either for estate tax purposes or income tax purposes — but not for
both. But let us take another example — the cost of selling a block of
stock belonging to the estate. The value of the stock can be reduced by
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the amount of such expense for estate tax purposes. The fiduciary also
can deduct the expenditure in determining the gain or loss from the sale
of the stock. Clearly, this provision of the law should be made more
inclusive. But until it is, you may wish to bear it in mind.
Another aspect of the tax law which should engage our attention
is the throwback rule. This rule, as you know, has the effect of treating
income accumulated over a period of years in excess of distributable
income as taxable in the year it was actually distributable, carried back
to the five-preceding years, but not prior to 1954. Thus, taxable income
of the beneficiary in the year distribution is actually made becomes the
same as though distribution had been made in the prior years.
It has been suggested that the income from an estate earned or
received after the close of the third taxable year of the estate should be
subject to the throwback rule. The purpose of this suggestion is to
discourage prolonging the termination of the estate for the purpose of
benefiting from the lower income tax rates which might apply to the
estate as opposed to the beneficiaries. I am sure that in practical application you have considered the advisability of continuing the existence
of the estate. But do not assume that there is always a tax saving.
POSSIBLE ADVANTAGES
Let us consider the situation when the beneficiaries of an estate
are several children or grandchildren of the deceased. Ultimately the
children or grandchildren or trusts for their benefit will receive the
corpus of the estate. If distributions are made of assets during the
administration period, such distributions will be considered as income
to the beneficiaries and will be deductible by the estate. If assets other
than cash or readily marketable assets are selected for these distributions, I am sure you can see the possibilities for improving the liquidity
of the estate. Moreover, there may be an over-all tax saving if the income of the estate is spread to, say, ten or twelve beneficiaries, rather
than having it taxed in the one-tax bracket effective for the estate.
I would not suggest that the law or regulations be changed to
prohibit prolonging the termination of the estate or forbid that partial
distributions of corpus be taxed as income to the beneficiaries. In my
judgment, executors are properly given certain latitude in their decisions affecting termination and distributions. In addition, we are
given another area in which tax-planning advice can be of valuable assistance to taxpayers considering distributions.
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I stated earlier that we would take a look at some of the things
that are wrong in the law; then we considered some of the advantages.
Now let us look at some of the hardships.
POSSIBLE HARDSHIPS
One hardship which was in existence for many years was partially corrected by a new provision in the 1954 code. Upon the complete termination of an estate or trust the beneficiaries may now avail
themselves of certain losses incurred by the fiduciary prior to termination. These losses are available to the beneficiaries according to
their "separate shares" of the estate or trust. I am sure we all agree
that this was a desirable change. But I do not believe that this provision was given sufficient consideration, with the consequence that some
hardships still exist and certain others have been created. For example, consider the case where there is a partial termination of a trust
occasioned by one of the beneficiaries becoming 21 years of age and
therefore entitled to his share of corpus. When this occurs the beneficiary should receive his ratable share of certain losses and should not
be subject to the five-year throwback rule. Likewise, where a dower
right is an interest in a fractional share of an estate, the dower right
should receive its ratable share of certain losses. When such interest
is distributed it should be considered as a distribution of income to the
extent of its proportion of the distributable income. Moreover, the
separate-shares rule should apply to estates as well as trusts.
PURPOSE OF FIVE-YEAR THROWBACK RULE
I have mentioned the five-year throwback rule a few times — now
let us examine it more closely. Before it begins to sound as though
I think the five-year throwback rule was a vicious and wicked thing
thrust upon us by a thoughtless legislature, I should observe that the
throwback principle has a definite purpose.
The five-year throwback rule was designed to stop the practice of
accumulating income in a trust for a period, having the trust pay the tax
on the income, and then making a distribution. Under the old rules this
distribution would not be taxable to the beneficiary. There are two
types of circumstances recognized by the law under which it is permissible to make a distribution out of earnings accumulated in the preceding five years without the throwback rule being imposed. These
legitimate trust purposes for accumulating income are: first, to ac89

cumulate funds to meet the emergency needs of a beneficiary, and second, to conform to the terms of a trust instrument whereby trust income is accumulated for a beneficiary prior to his birth or until his
21st birthday. Observe that the reference is to the birth or 21st birthday of the beneficiary - the person receiving the distribution. Let us
assume that a trust requires the accumulation of all income for all beneficiaries before they are 21 years of age, the distribution of all accumulated income on the 21st birthday, and the distribution of all income
currently after the 21st birthday. This appears to be a legitimate trust
purpose and should be excluded from the throwback rule. However, let
us examine what would happen in the following situation: There are
three income beneficiaries; two beneficiaries are over 21 years of age
and the third beneficiary, a minor, dies within the taxable year and the
income accumulated for him is distributed to the other two income
beneficiaries. The five-year throwback rule will apply.
There are many circumstances which should be exempt from the
throwback rule — many instances in which there are legitimate trust
purposes or financial reasons for the accumulation of income. That all
of these instances, purposes, and circumstances are not excluded by the
law does not concern me so much as the denial of the exclusion in a
situation that was intended to be excluded.
If you think I am frustrated about this — you may be right. I have
enough difficulty rationalizing the law as it was intended without trying
to explain what seems to me to be injustice.
While I am on the subject of injustice I would like to mention another point. This one has not happened in my personal experience but I
can see it coming.
The Law and Regulations should make it quite clear that every
distribution should be deemed to carry with it a pro-rata part of the
actual tax paid by the trust. Thus, when the trust has ultimately distributed all of its income for some particular year in which there was
an accumulation, all of the tax actually paid by the trust on distributable
net income would be deemed distributed to and paid by the beneficiaries.
SUMMARY
By pointing out what I believe to be some of the things which are
wrong with the Law and Regulations affecting fiduciaries and beneficiaries, I hope that I have given you a better understanding of their application. Specifically, I think you should keep in mind the double a l 90

lowance of expenditures affecting the valuation of assets in the gross
estate. You should consider the partial distributions of corpus of an
estate in certain instances. Be aware of the fact that a distribution in
satisfaction of a dower right may not be treated as an income distribution. Watch for the problems which will arise on the partial termination of a trust. Consider the pitfalls of the throwback rule and remember that the rule may apply to payments to third persons upon the
death of named minor beneficiaries. Remember also that not all of the
tax actually paid by the trust on distributable net income will necessarily be deemed distributed to and paid by the beneficiaries.
As we are able to apply more years of experience to these relatively new problems their significance may fade. At the risk of being
labeled a cynic, I will say that I feel that as these problems fade, the
writers of the Internal Revenue Code will provide us with new problems. There is no apparent end to taxes or tax problems.
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